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the Internal Revenue Service in determining 
FC’s income tax liability, for example, by 
preparing and filing the appropriate income 
tax returns for Year 1 and Year 2 and by 
making FC’s books and records available to 
the examiner. FC did not present evidence 
that intervening events beyond FC’s control 
prevented FC from filing a return, and there 
were no other mitigating factors. FC has not 
met the standard described in paragraph 
(a)(3)(ii) of this section for waiver of any ap-
plicable filing deadlines in § 1.882–4(a)(3)(i) of 
this section.

Example 6. Foreign corporation with prior fil-
ing history. FC began a U.S. trade or business 
in Year 1. FC’s tax advisor filed the appro-
priate U.S. income tax returns for Year 1 
through Year 6, reporting income effectively 
connected with FC’s U.S. trade or business. 
In Year 7, FC replaced its tax advisor with a 
tax advisor unfamiliar with U.S. tax law. FC 
did not file a U.S. income tax return for any 
year from Year 7 through Year 10, although 
FC had effectively connected income for 
those years. FC’s management was aware of 
FC’s ability to file a protective return for 
those years. In Year 11, an Internal Revenue 
Service examiner contacted FC and asked 
FC’s chief financial officer for an expla-
nation of its failure to file U.S. income tax 
returns after Year 6. FC immediately en-
gaged a U.S. tax advisor and cooperated with 
the Internal Revenue Service in determining 
FC’s income tax liability, for example, by 
preparing and filing the appropriate income 
tax returns for Year 7 through Year 10 and 
by making FC’s books and records available 
to the examiner. FC did not present evidence 
that intervening events beyond FC’s control 
prevented FC from filing a return, and there 
were no other mitigating factors. FC has not 
met the standard described in paragraph 
(a)(3)(ii) of this section for waiver of any ap-
plicable filing deadlines in § 1.882–4(a)(3)(i).

(iv) Paragraphs (a)(3)(ii) and (iii) of 
this section are applicable to open 
years for which a request for a waiver 
is filed on or after January 29, 2002. 

(a)(3)(v) through (b)(2) For further 
guidance, see § 1.882–4(a)(3)(v) through 
(b)(2). 

[T.D. 8981, 67 FR 4175, Jan. 29, 2002]

§ 1.882–5 Determination of interest de-
duction. 

(a) Rules of general application—(1) 
Overview—(i) In general. The amount of 
interest expense of a foreign corpora-
tion that is allocable under section 
882(c) to income which is (or is treated 
as) effectively connected with the con-
duct of a trade or business within the 
United States (ECI) is the sum of the 

interest paid or accrued by the foreign 
corporation on its liabilities booked in 
the United States, as adjusted under 
the three-step process set forth in para-
graphs (b), (c), and (d) of this section 
and the specially allocated interest ex-
pense determined under section 
(a)(1)(ii) of this section. The provisions 
of this section provide the exclusive 
rules for allocating interest expense to 
the ECI of a foreign corporation. Under 
the three-step process, the total value 
of the U.S. assets of a foreign corpora-
tion is first determined under para-
graph (b) of this section (Step 1). Next, 
the amount of U.S.-connected liabil-
ities is determined under paragraph (c) 
of this section (Step 2). Finally, the 
amount of interest paid or accrued on 
liabilities booked in the United States, 
as determined under paragraph (d)(2) of 
this section, is adjusted for interest ex-
pense attributable to the difference be-
tween U.S.-connected liabilities and 
U.S.-booked liabilities (Step 3). Alter-
natively, a foreign corporation may 
elect to determine its interest rate on 
U.S.-connected liabilities by reference 
to its U.S. assets, using the separate 
currency pools method described in 
paragraph (e) of this section. 

(ii) Direct allocations—(A) In general. 
A foreign corporation that has a U.S. 
asset and indebtedness that meet the 
requirements of § 1.861–10T (b) and (c), 
as limited by § 1.861–10T(d)(1), may di-
rectly allocate interest expense from 
such indebtedness to income from such 
asset in the manner and to the extent 
provided in § 1.861–10T. For purposes of 
paragraph (b)(1) or (c)(2) of this section, 
a foreign corporation that allocates its 
interest expense under the direct allo-
cation rule of this paragraph 
(a)(1)(ii)(A) shall reduce the basis of 
the asset that meets the requirements 
of § 1.861–10T (b) and (c) by the principal 
amount of the indebtedness that meets 
the requirements of § 1.861– 10T (b) and 
(c). The foreign corporation shall also 
disregard any indebtedness that meets 
the requirements of § 1.861–10T (b) and 
(c) in determining the amount of the 
foreign corporation’s liabilities under 
paragraphs (c)(2) and (d)(2) of this sec-
tion, and shall not take into account 
any interest expense paid or accrued 
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with respect to such a liability for pur-
poses of paragraph (d) or (e) of this sec-
tion. 

(B) Partnership interest. A foreign cor-
poration that is a partner in a partner-
ship that has a U.S. asset and indebted-
ness that meet the requirements of 
§ 1.861–10T (b) and (c), as limited by 
§ 1.861–10T(d)(1), may directly allocate 
its distributive share of interest ex-
pense from that indebtedness to its dis-
tributive share of income from that 
asset in the manner and to the extent 
provided in § 1.861–10T. A foreign cor-
poration that allocates its distributive 
share of interest expense under the di-
rect allocation rule of this paragraph 
(a)(1)(ii)(B) shall disregard any partner-
ship indebtedness that meets the re-
quirements of § 1.861–10T (b) and (c) in 
determining the amount of its distribu-
tive share of partnership liabilities for 
purposes of paragraphs (b)(1), (c)(2)(vi), 
and (d)(2)(vii) or (e)(1)(ii) of this sec-
tion, and shall not take into account 
any partnership interest expense paid 
or accrued with respect to such a li-
ability for purposes of paragraph (d) or 
(e) of this section. For purposes of 
paragraph (b)(1) of this section, a for-
eign corporation that directly allo-
cates its distributive share of interest 
expense under this paragraph 
(a)(1)(ii)(B) shall— 

(1) Reduce the partnership’s basis in 
such asset by the amount of such in-
debtedness in allocating its basis in the 
partnership under § 1.884–1(d)(3)(ii); or 

(2) Reduce the partnership’s income 
from such asset by the partnership’s 
interest expense from such indebted-
ness under § 1.884–1(d)(3)(iii). 

(2) Coordination with tax treaties. The 
provisions of this section provide the 
exclusive rules for determining the in-
terest expense attributable to the busi-
ness profits of a permanent establish-
ment under a U.S. income tax treaty. 

(3) Limitation on interest expense. In no 
event may the amount of interest ex-
pense computed under this section ex-
ceed the amount of interest on indebt-
edness paid or accrued by the taxpayer 
within the taxable year (translated 
into U.S. dollars at the weighted aver-
age exchange rate for each currency 
prescribed by § 1.989(b)–1 for the taxable 
year). 

(4) Translation convention for foreign 
currency. For each computation re-
quired by this section, the taxpayer 
shall translate values and amounts 
into the relevant currency at a spot 
rate or a weighted average exchange 
rate consistent with the method such 
taxpayer uses for financial reporting 
purposes, provided such method is ap-
plied consistently from year to year. 
Interest expense paid or accrued, how-
ever, shall be translated under the 
rules of § 1.988–2. The district director 
or the Assistant Commissioner (Inter-
national) may require that any or all 
computations required by this section 
be made in U.S. dollars if the func-
tional currency of the taxpayer’s home 
office is a hyperinflationary currency, 
as defined in § 1.985–1, and the computa-
tion in U.S. dollars is necessary to pre-
vent distortions. 

(5) Coordination with other sections. 
Any provision that disallows, defers, or 
capitalizes interest expense applies 
after determining the amount of inter-
est expense allocated to ECI under this 
section. For example, in determining 
the amount of interest expense that is 
disallowed as a deduction under section 
265 or 163(j), deferred under section 
163(e)(3) or 267(a)(3), or capitalized 
under section 263A with respect to a 
United States trade or business, a tax-
payer takes into account only the 
amount of interest expense allocable to 
ECI under this section. 

(6) Special rule for foreign governments. 
The amount of interest expense of a 
foreign government, as defined in 
§ 1.892–2T(a), that is allocable to ECI is 
the total amount of interest paid or ac-
crued within the taxable year by the 
United States trade or business on U.S. 
booked liabilities (as defined in para-
graph (d)(2) of this section). Interest 
expense of a foreign government, how-
ever, is not allocable to ECI to the ex-
tent that it is incurred with respect to 
U.S. booked liabilities that exceed 80 
percent of the total value of U.S. assets 
for the taxable year (determined under 
paragraph (b) of this section). This 
paragraph (a)(6) does not apply to con-
trolled commercial entities within the 
meaning of § 1.892–5T. 

(7) Elections under § 1.882–5—(i) In gen-
eral. A corporation must make each 
election provided in this section on the 
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corporation’s Federal income tax re-
turn for the first taxable year begin-
ning on or after the effective date of 
this section. An amended return does 
not qualify for this purpose, nor shall 
the provisions of § 301.9100–1 of this 
chapter and any guidance promulgated 
thereunder apply. Each election under 
this section, whether an election for 
the first taxable year or a subsequent 
change of election, shall be made by 
the corporation calculating its interest 
expense deduction in accordance with 
the methods elected. An elected meth-
od must be used for a minimum period 
of five years before the taxpayer may 
elect a different method. To change an 
election before the end of the requisite 
five-year period, a taxpayer must ob-
tain the consent of the Commissioner 
or her delegate. The Commissioner or 
her delegate will generally consent to a 
taxpayer’s request to change its elec-
tion only in rare and unusual cir-
cumstances. 

(ii) Failure to make the proper election. 
If a taxpayer, for any reason, fails to 
make an election provided in this sec-
tion in a timely fashion, the district di-
rector or the Assistant Commissioner 
(International) may make any or all of 
the elections provided in this section 
on behalf of the taxpayer, and such 
elections shall be binding as if made by 
the taxpayer. 

(8) Examples. The following examples 
illustrate the application of paragraph 
(a) of this section:

Example 1. Direct allocations. (i) Facts: FC is 
a foreign corporation that conducts business 
through a branch, B, in the United States. 
Among B’s U.S. assets is an interest in a 
partnership, P, that is engaged in airplane 
leasing solely in the U.S. FC contributes 200× 
to P in exchange for its partnership interest. 
P incurs qualified nonrecourse indebtedness 
within the meaning of § 1.861–10T to purchase 
an airplane. FC’s share of the liability of P, 
as determined under section 752, is 800×. 

(ii) Analysis: Pursuant to paragraph 
(a)(1)(ii)(B) of this section, FC is permitted 
to directly allocate its distributive share of 
the interest incurred with respect to the 
qualified nonrecourse indebtedness to FC’s 
distributive share of the rental income gen-
erated by the airplane. A liability the inter-
est on which is allocated directly to the in-
come from a particular asset under para-
graph (a)(1)(ii)(B) of this section is dis-
regarded for purposes of paragraphs (b)(1), 
(c)(2)(vi), and (d)(2)(vii) or (e)(1)(ii) of this 

section. Consequently, for purposes of deter-
mining the value of FC’s assets under para-
graphs (b)(1) and (c)(2)(vi) of this section, 
FC’s basis in P is reduced by the 800× liabil-
ity as determined under section 752, but is 
not increased by the 800× liability that is di-
rectly allocated under paragraph (a)(1)(ii)(B) 
of this section. Similarly, pursuant to para-
graph (a)(1)(ii)(B) of this section, the 800× li-
ability is disregarded for purposes of deter-
mining FC’s liabilities under paragraphs 
(c)(2)(vi) and (d)(2)(vii) of this section.

Example 2. Limitation on interest expense—(i) 
FC is a foreign corporation that conducts a 
real estate business in the United States. In 
its 1997 tax year, FC has no outstanding in-
debtedness, and therefore incurs no interest 
expense. FC elects to use the 50% fixed ratio 
under paragraph (c)(4) of this section. 

(ii) Under paragraph (a)(3) of this section, 
FC is not allowed to deduct any interest ex-
pense that exceeds the amount of interest on 
indebtedness paid or accrued in that taxable 
year. Since FC incurred no interest expense 
in taxable year 1997, FC will not be entitled 
to any interest deduction for that year under 
§ 1.882–5, notwithstanding the fact that FC 
has elected to use the 50% fixed ratio.

Example 3. Coordination with other sections—
(i) FC is a foreign corporation that is a bank 
under section 585(a)(2) and a financial insti-
tution under section 265(b)(5). FC is a cal-
endar year taxpayer, and operates a U.S. 
branch, B. Throughout its taxable year 1997, 
B holds only two assets that are U.S. assets 
within the meaning of paragraph (b)(1) of 
this section. FC does not make a fair-market 
value election under paragraph (b)(2)(ii) of 
this section, and, therefore, values its U.S. 
assets according to their bases under para-
graph (b)(2)(i) of this section. The first asset 
is a taxable security with an adjusted basis 
of $100. The second asset is an obligation the 
interest on which is exempt from federal tax-
ation under section 103, with an adjusted 
basis of $50. The tax-exempt obligation is not 
a qualified tax-exempt obligation as defined 
by section 265(b)(3)(B). 

(ii) FC calculates its interest expense 
under § 1.882–5 to be $12. Under paragraph 
(a)(5) of this section, however, a portion of 
the interest expense that is allocated to FC’s 
effectively connected income under § 1.882–5 
is disallowed in accordance with the provi-
sions of section 265(b). Using the method-
ology prescribed under section 265, the 
amount of disallowed interest expense is $4, 
calculated as follows:

$12 $4× =
$50 Tax-exempt U.S.  assets

$150 Total U.S.  assets
(iii) Therefore, FC deducts a total of $8 

($12–$4) of interest expense attributable to 
its effectively connected income in 1997.
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Example 4. Treaty exempt asset—(i) FC is a 
foreign corporation, resident in Country X, 
that is actively engaged in the banking busi-
ness in the United States through a perma-
nent establishment, B. The income tax trea-
ty in effect between Country X and the 
United States provides that FC is not tax-
able on foreign source income earned by its 
U.S. permanent establishment. In its 1997 tax 
year, B earns $90 of U.S. source income from 
U.S. assets with an adjusted tax basis of $900, 
and $12 of foreign source interest income 
from U.S. assets with an adjusted tax basis 
of $100. FC’s U.S. interest expense deduction, 
computed in accordance with § 1.882–5, is $500. 

(ii) Under paragraph (a)(5) of this section, 
FC is required to apply any provision that 
disallows, defers, or capitalizes interest ex-
pense after determining the interest expense 
allocated to ECI under § 1.882–5. Section 
265(a)(2) disallows interest expense that is al-

locable to one or more classes of income that 
are wholly exempt from taxation under sub-
title A of the Internal Revenue Code. Section 
1.265–1(b) provides that income wholly ex-
empt from taxes includes both income ex-
cluded from tax under any provision of sub-
title A and income wholly exempt from taxes 
under any other law. Section 894 specifies 
that the provisions of subtitle A are applied 
with due regard to any relevant treaty obli-
gation of the United States. Because the 
treaty between the United States and Coun-
try X exempts foreign source income earned 
by B from U.S. tax, FC has assets that 
produce income wholly exempt from taxes 
under subtitle A, and must therefore allocate 
a portion of its § 1.882–5 interest expense to 
its exempt income. Using the methodology 
prescribed under section 265, the amount of 
disallowed interest expense is $50, calculated 
as follows:

$500
$100

$50× =
Treaty-exempt U.S.assets

$1000 Total U.S.assets

(iii) Therefore, FC deducts a total of $450 
($500–$50) of interest expense attributable to 
its effectively connected income in 1997.

(b) Step 1: Determination of total value 
of U.S. assets for the taxable year—(1) 
Classification of an asset as a U.S. asset—
(i) General rule. Except as otherwise 
provided in this paragraph (b)(1), an 
asset is a U.S. asset for purposes of this 
section to the extent that it is a U.S. 
asset under § 1.884–1(d). For purposes of 
this section, the term determination 
date, as used in § 1.884–1(d), means each 
day for which the total value of U.S. 
assets is computed under paragraph 
(b)(3) of this section. 

(ii) Items excluded from the definition 
of U.S. asset. For purposes of this sec-
tion, the term U.S. asset excludes an 
asset to the extent it produces income 
or gain described in sections 883 (a)(3) 
and (b). 

(iii) Items included in the definition of 
U.S. asset. For purposes of this section, 
the term U.S. asset includes— 

(A) U.S. real property held in a whol-
ly-owned domestic subsidiary of a for-
eign corporation that qualifies as a 
bank under section 585(a)(2)(B) (with-
out regard to the second sentence 
thereof), provided that the real prop-
erty would qualify as used in the for-

eign corporation’s trade or business 
within the meaning of § 1.864–4(c) (2) or 
(3) if held directly by the foreign cor-
poration and either was initially ac-
quired through foreclosure or similar 
proceedings or is U.S. real property oc-
cupied by the foreign corporation (the 
value of which shall be adjusted by the 
amount of any indebtedness that is re-
flected in the value of the property); 

(B) An asset that produces income 
treated as ECI under section 921(d) or 
926(b) (relating to certain income of a 
FSC and certain dividends paid by a 
FSC to a foreign corporation); 

(C) An asset that produces income 
treated as ECI under section 
953(c)(3)(C) (relating to certain income 
of a captive insurance company that a 
corporation elects to treat as ECI) that 
is not otherwise ECI; and 

(D) An asset that produces income 
treated as ECI under section 882(e) (re-
lating to certain interest income of 
possessions banks). 

(iv) Interbranch transactions. A trans-
action of any type between separate of-
fices or branches of the same taxpayer 
does not create a U.S. asset. 

(v) Assets acquired to increase U.S. as-
sets artificially. An asset shall not be 
treated as a U.S. asset if one of the 
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principal purposes for acquiring or 
using that asset is to increase artifi-
cially the U.S. assets of a foreign cor-
poration on the determination date. 
Whether an asset is acquired or used 
for such purpose will depend upon all 
the facts and circumstances of each 
case. Factors to be considered in deter-
mining whether one of the principal 
purposes in acquiring or using an asset 
is to increase artificially the U.S. as-
sets of a foreign corporation include 
the length of time during which the 
asset was used in a U.S. trade or busi-
ness, whether the asset was acquired 
from a related person, and whether the 
aggregate value of the U.S. assets of 
the foreign corporation increased tem-
porarily on or around the determina-
tion date. A purpose may be a principal 
purpose even though it is outweighed 
by other purposes (taken together or 
separately). 

(2) Determination of the value of a U.S. 
asset—(i) General rule. The value of a 
U.S. asset is the adjusted basis of the 
asset for determining gain or loss from 
the sale or other disposition of that 
item, further adjusted as provided in 
paragraph (b)(2)(iii) of this section. 

(ii) Fair-market value election—(A) In 
general. A taxpayer may elect to value 
all of its U.S. assets on the basis of fair 
market value, subject to the require-
ments of § 1.861–9T(g)(1)(iii), and pro-
vided the taxpayer uses the method-
ology prescribed in § 1.861–9T(h). Once 
elected, the fair market value must be 
used by the taxpayer for both Step 1 
and Step 2 described in paragraphs (b) 
and (c) of this section, and must be 
used in all subsequent taxable years 
unless the Commissioner or her dele-
gate consents to a change. 

(B) Adjustment to partnership basis. If 
a partner makes a fair market value 
election under paragraph (b)(2)(ii) of 
this section, the value of the partner’s 
interest in a partnership that is treat-
ed as an asset shall be the fair market 
value of his partnership interest, in-
creased by the fair market value of the 
partner’s share of the liabilities deter-
mined under paragraph (c)(2)(vi) of this 
section. See § 1.884–1(d)(3). 

(iii) Reduction of total value of U.S. as-
sets by amount of bad debt reserves under 
section 585—(A) In general. The total 
value of loans that qualify as U.S. as-

sets shall be reduced by the amount of 
any reserve for bad debts additions to 
which are allowed as deductions under 
section 585. 

(B) Example. The following example 
illustrates the provisions of paragraph 
(b)(2)(iii)(A) of this section:

Example. Foreign banks; bad debt reserves. 
FC is a foreign corporation that qualifies as 
a bank under section 585(a)(2)(B) (without re-
gard to the second sentence thereof), but is 
not a large bank as defined in section 
585(c)(2). FC conducts business through a 
branch, B, in the United States. Among B’s 
U.S. assets are a portfolio of loans with an 
adjusted basis of $500. FC accounts for its bad 
debts for U.S. federal income tax purposes 
under the reserve method, and B maintains a 
deductible reserve for bad debts of $50. Under 
paragraph (b)(2)(iii) of this section, the total 
value of FC’s portfolio of loans is $450 
($500¥$50).

(iv) Adjustment to basis of financial in-
struments. [Reserved] 

(3) Computation of total value of U.S. 
assets. The total value of U.S. assets for 
the taxable year is the average of the 
sums of the values (determined under 
paragraph (b)(2) of this section) of U.S. 
assets. For each U.S. asset, value shall 
be computed at the most frequent, reg-
ular intervals for which data are rea-
sonably available. In no event shall the 
value of any U.S. asset be computed 
less frequently than monthly (begin-
ning of taxable year and monthly 
thereafter) by a large bank (as defined 
in section 585(c)(2)) and semi-annually 
(beginning, middle and end of taxable 
year) by any other taxpayer. 

(c) Step 2: Determination of total 
amount of U.S.-connected liabilities for 
the taxable year—(1) General rule. The 
amount of U.S.-connected liabilities 
for the taxable year equals the total 
value of U.S. assets for the taxable 
year (as determined under paragraph 
(b)(3) of this section) multiplied by the 
actual ratio for the taxable year (as de-
termined under paragraph (c)(2) of this 
section) or, if the taxpayer has made 
an election in accordance with para-
graph (c)(4) of this section, by the fixed 
ratio. 

(2) Computation of the actual ratio—(i) 
In general. A taxpayer’s actual ratio for 
the taxable year is the total amount of 
its worldwide liabilities for the taxable 
year divided by the total value of its 
worldwide assets for the taxable year. 
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The total amount of worldwide liabil-
ities and the total value of worldwide 
assets for the taxable year is the aver-
age of the sums of the amounts of the 
taxpayer’s worldwide liabilities and the 
values of its worldwide assets (deter-
mined under paragraphs (c)(2) (iii) and 
(iv) of this section). In each case, the 
sums must be computed semi-annually 
(beginning, middle and end of taxable 
year) by a large bank (as defined in sec-
tion 585(c)(2)) and annually (beginning 
and end of taxable year) by any other 
taxpayer. 

(ii) Classification of items. The classi-
fication of an item as a liability or an 
asset must be consistent from year to 
year and in accordance with U.S. tax 
principles. 

(iii) Determination of amount of world-
wide liabilities. The amount of a liabil-
ity must be determined consistently 
from year to year and must be substan-
tially in accordance with U.S. tax prin-
ciples. To be substantially in accord-
ance with U.S. tax principles, the prin-
ciples used to determine the amount of 
a liability must not differ from U.S. 
tax principles to a degree that will ma-
terially affect the value of taxpayer’s 
worldwide liabilities or the taxpayer’s 
actual ratio. 

(iv) Determination of value of world-
wide assets. The value of an asset must 
be determined consistently from year 
to year and must be substantially in 
accordance with U.S. tax principles. To 
be substantially in accordance with 
U.S. tax principles, the principles used 
to determine the value of an asset 
must not differ from U.S. tax principles 
to a degree that will materially affect 
the value of the taxpayer’s worldwide 
assets or the taxpayer’s actual ratio. 
The value of an asset is the adjusted 
basis of that asset for determining the 
gain or loss from the sale or other dis-
position of that asset, adjusted in the 
same manner as the basis of U.S. assets 
are adjusted under paragraphs (b)(2) (ii) 
through (iv) of this section. 

(v) Hedging transactions. [Reserved] 
(vi) Treatment of partnership interests 

and liabilities. For purposes of com-
puting the actual ratio, the value of a 
partner’s interest in a partnership that 
will be treated as an asset is the part-
ner’s adjusted basis in its partnership 
interest, reduced by the partner’s share 

of liabilities of the partnership as de-
termined under section 752 and in-
creased by the partner’s share of liabil-
ities determined under this paragraph 
(c)(2)(vi). If the partner has made a fair 
market value election under paragraph 
(b)(2)(ii) of this section, the value of its 
interest in the partnership shall be in-
creased by the fair market value of the 
partner’s share of the liabilities deter-
mined under this paragraph (c)(2)(vi). 
For purposes of this section a partner 
shares in any liability of a partnership 
in the same proportion that it shares, 
for income tax purposes, in the expense 
attributable to that liability for the 
taxable year. A partner’s adjusted basis 
in a partnership interest cannot be less 
than zero. 

(vii) Computation of actual ratio of in-
surance companies. [Reserved] 

(viii) Interbranch transactions. A 
transaction of any type between sepa-
rate offices or branches of the same 
taxpayer does not create an asset or a 
liability. 

(ix) Amounts must be expressed in a sin-
gle currency. The actual ratio must be 
computed in either U.S. dollars or the 
functional currency of the home office 
of the taxpayer, and that currency 
must be used consistently from year to 
year. For example, a taxpayer that de-
termines the actual ratio annually 
using British pounds converted at the 
spot rate for financial reporting pur-
poses must translate the U.S. dollar 
values of assets and amounts of liabil-
ities of the U.S. trade or business into 
pounds using the spot rate on the last 
day of its taxable year. The district di-
rector or the Assistant Commissioner 
(International) may require that the 
actual ratio be computed in dollars if 
the functional currency of the tax-
payer’s home office is a 
hyperinflationary currency, as defined 
in § 1.985–1, that materially distorts the 
actual ratio. 

(3) Adjustments. The district director 
or the Assistant Commissioner (Inter-
national) may make appropriate ad-
justments to prevent a foreign corpora-
tion from intentionally and artificially 
increasing its actual ratio. For exam-
ple, the district director or the Assist-
ant Commissioner (International) may 
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offset a loan made from or to one per-
son with a loan made to or from an-
other person if any of the parties to the 
loans are related persons, within the 
meaning of section 267(b) or 707(b)(1), 
and one of the principal purposes for 
entering into the loans was to increase 
artificially the actual ratio of a foreign 
corporation. A purpose may be a prin-
cipal purpose even though it is out-
weighed by other purposes (taken to-
gether or separately). 

(4) Elective fixed ratio method of deter-
mining U.S. liabilities. A taxpayer that 
is a bank as defined in section 
585(a)(2)(B)(without regard to the sec-
ond sentence thereof) may elect to use 
a fixed ratio of 93 percent in lieu of the 
actual ratio. A taxpayer that is neither 
a bank nor an insurance company may 
elect to use a fixed ratio of 50 percent 
in lieu of the actual ratio. 

(5) Examples. The following examples 
illustrate the application of paragraph 
(c) of this section:

Example 1. Classification of item not in ac-
cordance with U.S. tax principles. Bank Z, a 
resident of country X, has a branch in the 
United States through which it conducts its 
banking business. In preparing its financial 
statements in country X, Z treats an instru-
ment documented as perpetual subordinated 
debt as a liability. Under U.S. tax principles, 
however, this instrument is treated as eq-
uity. Consequently, the classification of this 
instrument as a liability for purposes of 
paragraph (c)(2)(iii) of this section is not in 
accordance with U.S. tax principles.

Example 2. Valuation of item not substan-
tially in accordance with U.S. tax principles. 
Bank Z, a resident of country X, has a 
branch in the United States through which it 
conducts its banking business. Bank Z is a 
large bank as defined in section 585(c)(2). The 
tax rules of country X allow Bank Z to take 
deductions for additions to certain reserves. 
Bank Z decreases the value of the assets on 
its financial statements by the amounts of 
the reserves. The additions to the reserves 
under country X tax rules cause the value of 
Bank Z’s assets to differ from the value of 
those assets determined under U.S. tax prin-
ciples to a degree that materially affects the 
value of taxpayer’s worldwide assets. Con-
sequently, the valuation of Bank Z’s world-
wide assets under country X tax principles is 
not substantially in accordance with U.S. 
tax principles. Bank Z must increase the 
value of its worldwide assets under para-
graph (c)(2)(iii) of this section by the amount 
of its country X reserves.

Example 3. Valuation of item substantially in 
accordance with U.S. tax principles. Bank Z, a 

resident of country X, has a branch in the 
United States through which it conducts its 
banking business. In determining the value 
of its worldwide assets, Bank Z computes the 
adjusted basis of certain non-U.S. assets ac-
cording to the depreciation methodology 
provided under country X tax laws, which is 
different than the depreciation methodology 
provided under U.S. tax law. If the deprecia-
tion methodology provided under country X 
tax laws does not differ from U.S. tax prin-
ciples to a degree that materially affects the 
value of Bank Z’s worldwide assets or Bank 
Z’s actual ratio as computed under para-
graph (c)(2) of this section, then the valu-
ation of Bank Z’s worldwide assets under 
paragraph (c)(2)(iv) of this section is substan-
tially in accordance with U.S. tax principles.

Example 4. [Reserved]
Example 5. Adjustments. FC is a foreign cor-

poration engaged in the active conduct of a 
banking business through a branch, B, in the 
United States. P, an unrelated foreign cor-
poration, deposits $100,000 in the home office 
of FC. Shortly thereafter, in a transaction 
arranged by the home office of FC, B lends 
$80,000 bearing interest at an arm’s length 
rate to S, a wholly owned U.S. subsidiary of 
P. The district director or the Assistant 
Commissioner (International) determines 
that one of the principal purposes for mak-
ing and incurring such loans is to increase 
FC’s actual ratio. For purposes of this sec-
tion, therefore, P is treated as having di-
rectly lent $80,000 to S. Thus, for purposes of 
paragraph (c) of this section (Step 2), the dis-
trict director or the Assistant Commissioner 
(International) may offset FC’s liability and 
asset arising from this transaction, resulting 
in a net liability of $20,000 that is not a 
booked liability of B. Because the loan to S 
from B was initiated and arranged by the 
home office of FC, with no material partici-
pation by B, the loan to S will not be treated 
as a U.S. asset.

(d) Step 3: Determination of amount of 
interest expense allocable to ECI under 
the adjusted U.S. booked liabilities meth-
od—(1) General rule. The adjustment to 
the amount of interest expense paid or 
accrued on U.S. booked liabilities is de-
termined by comparing the amount of 
U.S.-connected liabilities for the tax-
able year, as determined under para-
graph (c) of this section, with the aver-
age total amount of U.S. booked liabil-
ities, as determined under paragraphs 
(d)(2) and (3) of this section. If the aver-
age total amount of U.S. booked liabil-
ities equals or exceeds the amount of 
U.S.-connected liabilities, the adjust-
ment to the interest expense on U.S. 
booked liabilities is determined under 
paragraph (d)(4) of this section. If the 
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amount of U.S.-connected liabilities 
exceeds the average total amount of 
U.S. booked liabilities, the adjustment 
to the amount of interest expense paid 
or accrued on U.S. booked liabilities is 
determined under paragraph (d)(5) of 
this section. 

(2) U.S. booked liabilities—(i) In gen-
eral. A liability is a U.S. booked liability 
if it is properly reflected on the books 
of the U.S. trade or business, within 
the meaning of paragraph (d)(2)(ii) or 
(iii) of this section. 

(ii) Properly reflected on the books of 
the U.S. trade or business of a foreign cor-
poration that is not a bank—(A) In gen-
eral. A liability, whether interest bear-
ing or non-interest bearing, is properly 
reflected on the books of the U.S. trade 
or business of a foreign corporation 
that is not a bank as described in sec-
tion 585(a)(2)(B) (without regard to the 
second sentence thereof) if— 

(1) The liability is secured predomi-
nantly by a U.S. asset of the foreign 
corporation; 

(2) The foreign corporation enters the 
liability on a set of books relating to 
an activity that produces ECI at a time 
reasonably contemporaneous with the 
time at which the liability is incurred; 
or 

(3) The foreign corporation maintains 
a set of books and records relating to 
an activity that produces ECI and the 
District Director or Assistant Commis-
sioner (International) determines that 
there is a direct connection or relation-
ship between the liability and that ac-
tivity. Whether there is a direct con-
nection between the liability and an 
activity that produces ECI depends on 
the facts and circumstances of each 
case. 

(B) Identified liabilities not properly re-
flected. A liability is not properly re-
flected on the books of the U.S. trade 
or business merely because a foreign 
corporation identifies the liability pur-
suant to § 1.884–4(b)(1)(ii) and (b)(3). 

(iii) Properly reflected on the books of 
the U.S. trade or business of a foreign cor-
poration that is a bank—(A) In general. A 
liability, whether interest bearing or 
non-interest bearing, is properly re-
flected on the books of the U.S. trade 
or business of a foreign corporation 
that is a bank as described in section 

585(a)(2)(B) (without regard to the sec-
ond sentence thereof) if— 

(1) The bank enters the liability on a 
set of books relating to an activity 
that produces ECI before the close of 
the day on which the liability is in-
curred; and 

(2) There is a direct connection or re-
lationship between the liability and 
that activity. Whether there is a direct 
connection between the liability and 
an activity that produces ECI depends 
on the facts and circumstances of each 
case. 

(B) Inadvertent error. If a bank fails to 
enter a liability in the books of the ac-
tivity that produces ECI before the 
close of the day on which the liability 
was incurred, the liability may be 
treated as a U.S. booked liability only 
if, under the facts and circumstances, 
the taxpayer demonstrates a direct 
connection or relationship between the 
liability and the activity that produces 
ECI and the failure to enter the liabil-
ity in those books was due to inad-
vertent error. 

(iv) Liabilities of insurance companies. 
[Reserved] 

(v) Liabilities used to increase artifi-
cially interest expense on U.S. booked li-
abilities. U.S. booked liabilities shall 
not include a liability if one of the 
principal purposes for incurring or 
holding the liability is to increase arti-
ficially the interest expense on the 
U.S. booked liabilities of a foreign cor-
poration. Whether a liability is in-
curred or held for the purpose of artifi-
cially increasing interest expense will 
depend upon all the facts and cir-
cumstances of each case. Factors to be 
considered in determining whether one 
of the principal purposes for incurring 
or holding a liability is to increase ar-
tificially the interest expense on U.S. 
booked liabilities of a foreign corpora-
tion include whether the interest ex-
pense on the liability is excessive when 
compared to other liabilities of the for-
eign corporation denominated in the 
same currency and whether the cur-
rency denomination of the liabilities of 
the U.S. branch substantially matches 
the currency denomination of the U.S. 
branch’s assets. A purpose may be a 
principal purpose even though it is out-
weighed by other purposes (taken to-
gether or separately). 
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(vi) Hedging transactions. [Reserved] 
(vii) Amount of U.S. booked liabilities 

of a partner. A partner’s share of liabil-
ities of a partnership is considered a 
booked liability of the partner pro-
vided that it is properly reflected on 
the books (within the meaning of para-
graph (d)(2)(ii) of this section) of the 
U.S. trade or business of the partner-
ship. 

(viii) Interbranch transactions. A 
transaction of any type between sepa-
rate offices or branches of the same 
taxpayer does not result in the cre-
ation of a liability. 

(3) Average total amount of U.S. booked 
liabilities. The average total amount of 
U.S. booked liabilities for the taxable 
year is the average of the sums of the 
amounts (determined under paragraph 
(d)(2) of this section) of U.S. booked li-
abilities. The amount of U.S. booked li-
abilities shall be computed at the most 
frequent, regular intervals for which 
data are reasonably available. In no 
event shall the amount of U.S. booked 
liabilities be computed less frequently 
than monthly by a large bank (as de-
fined in section 585(c)(2)) and semi-an-
nually by any other taxpayer. 

(4) Interest expense where U.S. booked 
liabilities equal or exceed U.S. liabilities—
(i) In general. If the average total 
amount of U.S. booked liabilities (as 
determined in paragraphs (d)(2) and (3) 
of this section) exceeds the amount of 
U.S.-connected liabilities (as deter-
mined under paragraph (c) of this sec-
tion (Step 2)), the interest expense al-
locable to ECI is the product of the 
total amount of interest paid or ac-
crued within the taxable year by the 
U.S. trade or business on U.S. booked 
liabilities and the scaling ratio set out 
in paragraph (d)(4)(ii) of this section. 
For purposes of this section, the reduc-
tion resulting from the application of 
the scaling ratio is applied pro-rata to 
all interest expense paid or accrued by 
the foreign corporation. A similar re-
duction in income, expense, gain, or 
loss from a hedging transaction (as de-
scribed in paragraph (d)(2)(vi) of this 
section) must also be determined by 
multiplying such income, expense, 
gain, or loss by the scaling ratio. If the 
average total amount of U.S. booked li-
abilities (as determined in paragraph 
(d)(3) of this section) equals the 

amount of U.S.-connected liabilities 
(as determined under Step 2), the inter-
est expense allocable to ECI is the 
total amount of interest paid or ac-
crued within the taxable year by the 
U.S. trade or business on U.S. booked 
liabilities. 

(ii) Scaling ratio. For purposes of this 
section, the scaling ratio is a fraction 
the numerator of which is the amount 
of U.S.-connected liabilities and the de-
nominator of which is the average 
total amount of U.S. booked liabilities. 

(iii) Special rules for insurance compa-
nies. [Reserved] 

(5) U.S.-connected interest rate where 
U.S. booked liabilities are less than U.S.-
connected liabilities—(i) In general. If the 
amount of U.S.-connected liabilities 
(as determined under paragraph (c) of 
this section (Step 2)) exceeds the aver-
age total amount of U.S. booked liabil-
ities, the interest expense allocable to 
ECI is the total amount of interest 
paid or accrued within the taxable year 
by the U.S. trade or business on U.S. 
booked liabilities, plus the excess of 
the amount of U.S.-connected liabil-
ities over the average total amount of 
U.S. booked liabilities multiplied by 
the interest rate determined under 
paragraph (d)(5)(ii) of this section. 

(ii) Interest rate on excess U.S.-con-
nected liabilities. The applicable interest 
rate on excess U.S.-connected liabil-
ities is determined by dividing the 
total interest expense paid or accrued 
for the taxable year on U.S.-dollar li-
abilities shown on the books of the of-
fices or branches of the foreign cor-
poration outside the United States by 
the average U.S.-dollar denominated li-
abilities (whether interest-bearing or 
not) shown on the books of the offices 
or branches of the foreign corporation 
outside the United States for the tax-
able year. 

(6) Examples. The following examples 
illustrate the rules of this section:

Example 1. Computation of interest ex-
pense; actual ratio—(i) Facts. (A) FC is a for-
eign corporation that is not a bank and that 
actively conducts a real estate business 
through a branch, B, in the United States. 
For the taxable year, FC’s balance sheet and 
income statement is as follows (assume 
amounts are in U.S. dollars and computed in 
accordance with paragraphs (b)(2) and (b)(3) 
of this section):
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Value 

Asset 1 .................................................. $2,000
Asset 2 .................................................. 2,500
Asset 3 .................................................. 5,500

Amount  Interest 
Expense 

Liability 1 ............................................... $800 56
Liability 2 ............................................... 3,200 256
Capital ................................................... 6,000 0

(B) Asset 1 is the stock of FC’s wholly-
owned domestic subsidiary that is also ac-
tively engaged in the real estate business. 
Asset 2 is a building in the United States 
producing rental income that is entirely ECI 
to FC. Asset 3 is a building in the home 
country of FC that produces rental income. 
Liabilities 1 and 2 are loans that bear inter-
est at the rates of 7% and 8%, respectively. 
Liability 1 is a booked liability of B, and Li-
ability 2 is booked in FC’s home country. As-
sume that FC has not elected to use the fixed 
ratio in Step 2. 

(ii) Step 1. Under paragraph (b)(1) of this 
section, Assets 1 and 3 are not U.S. assets, 
while Asset 2 qualifies as a U.S. asset. Thus, 
under paragraph (b)(3) of this section, the 
total value of U.S. assets for the taxable 
year is $2,500, the value of Asset 2. 

(iii) Step 2. Under paragraph (c)(1) of this 
section, the amount of FC’s U.S.-connected 
liabilities for the taxable year is determined 
by multiplying $2,500 (the value of U.S. as-
sets determined under Step 1) by the actual 
ratio for the taxable year. The actual ratio is 
the average amount of FC’s worldwide liabil-
ities divided by the average value of FC’s 
worldwide assets. The amount of Liability 1 
is $800, and the amount of Liability 2 is 
$3,200. Thus, the numerator of the actual 
ratio is $4,000. The average value of world-
wide assets is $10,000 (Asset 1 + Asset 2 + 
Asset 3). The actual ratio, therefore, is 40% 
($4,000/$10,000), and the amount of U.S.-con-
nected liabilities for the taxable year is 
$1,000 ($2,500 U.S. assets × 40%). 

(iv) Step 3. Because the amount of FC’s 
U.S.-connected liabilities ($1,000) exceeds the 
average total amount of U.S. booked liabil-
ities of B ($800), FC determines its interest 
expense in accordance with paragraph (d)(5) 
of this section by adding the interest paid or 
accrued on U.S. booked liabilities, and the 
interest expense associated with the excess 
of its U.S.-connected liabilities over its aver-
age total amount of U.S. booked liabilities. 
Under paragraph (d)(5)(ii) of this section, FC 
determines the interest rate attributable to 
its excess U.S.-connected liabilities by divid-
ing the interest expense paid or accrued by 
the average amount of U.S.-dollar denomi-
nated liabilities, which produces an interest 
rate of 8% ($256/$3200). Therefore, FC’s allo-
cable interest expense is $72 ($56 of interest 
expense from U.S. booked liabilities plus $16 
($200 × 8%) of interest expense attributable 
to its excess U.S.-connected liabilities).

Example 2. Computation of interest expense; 
fixed ratio—(i) The facts are the same as in 
Example 1, except that FC makes a fixed 
ratio election under paragraph (c)(4) of this 
section. The conclusions under Step 1 are the 
same as in Example 1. 

(ii) Step 2. Under paragraph (c)(1) of this 
section, the amount of U.S.-connected liabil-
ities for the taxable year is determined by 
multiplying $2,500 (the value of U.S. assets 
determined under Step 1) by the fixed ratio 
for the taxable year, which, under paragraph 
(c)(4) of this section is 50 percent. Thus, the 
amount of U.S.-connected liabilities for the 
taxable year is $1,250 ($2,500 U.S. assets × 
50%). 

(iii) Step 3. As in Example 1, the amount of 
FC’s U.S.-connected liabilities exceed the av-
erage total amount of U.S. booked liabilities 
of B, requiring FC to determine its interest 
expense under paragraph (d)(5) of this sec-
tion. In this case, however, FC has excess 
U.S.-connected liabilities of $450 ($1,250 of 
U.S.-connected liabilities—$800 U.S. booked 
liabilities). FC therefore has allocable inter-
est expense of $92 ($56 of interest expense 
from U.S. booked liabilities plus $36 ($450 × 
8%) of interest expense attributable to its 
excess U.S.-connected liabilities).

Example 3. Scaling ratio.—(i) Facts. Bank Z, 
a resident of country X, has a branch in the 
United States through which it conducts its 
banking business. For the taxable year, Z 
has U.S.-connected liabilities, determined 
under paragraph (c) of this section, equal to 
$300. Z, however, has U.S. booked liabilities 
of $300 and U500. Therefore, assuming an ex-
change rate of the U to the U.S. dollar of 5:1, 
Z has U.S. booked liabilities of $400 ($300 + 
(U500 ÷ 5)). 

(ii) U.S.-connected liabilities. Because Z’s 
U.S. booked liabilities of $400 exceed its U.S.-
connected liabilities by $100, all of Z’s inter-
est expense allocable to its U.S. trade or 
business must be scaled back pro-rata. To de-
termine the scaling ratio, Z divides its U.S.-
connected liabilities by its U.S. booked li-
abilities, as required by paragraph (d)(4) of 
this section. Z’s interest expense is scaled 
back pro rata by the resulting ratio of 3⁄4 
($300 ÷ $400). Z’s income, expense, gain or loss 
from hedging transactions described in para-
graph (d)(2)(vi) of this section must be simi-
larly reduced.

Example 4. [Reserved]

(e) Separate currency pools method—(1) 
General rule. If a foreign corporation 
elects to use the method in this para-
graph, its total interest expense allo-
cable to ECI is the sum of the separate 
interest deductions for each of the cur-
rencies in which the foreign corpora-
tion has U.S. assets. The separate in-
terest deductions are determined under 
the following three-step process. 

VerDate Apr<17>2002 08:32 Apr 20, 2002 Jkt 197088 PO 00000 Frm 00408 Fmt 8010 Sfmt 8010 Y:\SGML\197088T.XXX pfrm12 PsN: 197088T



409

Internal Revenue Service, Treasury § 1.882–5

(i) Determine the value of U.S. assets in 
each currency pool. First, the foreign 
corporation must determine the 
amount of its U.S. assets, using the 
methodology in paragraph (b) of this 
section, in each currency pool. The for-
eign corporation may convert into U.S. 
dollars any currency pool in which the 
foreign corporation holds less than 3% 
of its U.S. assets. A transaction (or 
transactions) that hedges a U.S. asset 
shall be taken into account for pur-
poses of determining the currency de-
nomination and the value of the U.S. 
asset. 

(ii) Determine the U.S.-connected liabil-
ities in each currency pool. Second, the 
foreign corporation must determine 
the amount of its U.S.-connected li-
abilities in each currency pool by mul-
tiplying the amount of U.S. assets (as 
determined under paragraph (b)(3) of 
this section) in the currency pool by 
the foreign corporation’s actual ratio 
(as determined under paragraph (c)(2) 
of this section) for the taxable year or, 
if the taxpayer has made an election in 
accordance with paragraph (c)(4) of this 
section, by the fixed ratio. 

(iii) Determine the interest expense at-
tributable to each currency pool. Third, 
the foreign corporation must deter-
mine the interest expense attributable 
to each currency pool by multiplying 
the U.S.-connected liabilities in each 
currency pool by the prescribed inter-
est rate as defined in paragraph (e)(2) 
of this section. 

(2) Prescribed interest rate. For each 
currency pool, the prescribed interest 
rate is determined by dividing the total 
interest expense that is paid or accrued 
for the taxable year with respect to the 
foreign corporation’s worldwide liabil-
ities denominated in that currency, by 
the foreign corporation’s average 
worldwide liabilities (whether interest 
bearing or not) denominated in that 
currency. The interest expense and li-
abilities are to be stated in that cur-
rency. 

(3) Hedging transactions. [Reserved] 
(4) Election not available if excessive 

hyperinflationary assets. The election to 
use the separate currency pools method 
of this paragraph (e) is not available if 
the value of the foreign corporation’s 
U.S. assets denominated in a 
hyperinflationary currency, as defined 

in § 1.985–1, exceeds ten percent of the 
value of the foreign corporation’s total 
U.S. assets. If a foreign corporation 
made a valid election to use the sepa-
rate currency pools method in a prior 
year but no longer qualifies to use such 
method pursuant to this paragraph 
(e)(4), the taxpayer must use the meth-
od provided by paragraphs (b) through 
(d) of this section. 

(5) Examples. The separate currency 
pools method of this paragraph (e) is il-
lustrated by the following examples:

Example 1. Separate currency pools meth-
od—(i) Facts. (A) Bank Z, a resident of coun-
try X, has a branch in the United States 
through which it conducts its banking busi-
ness. For its 1997 taxable year, Z has U.S. as-
sets, as defined in paragraph (b) of this sec-
tion, that are denominated in U.S. dollars 
and in U, the country X currency. Accord-
ingly, Z’s U.S. assets are as follows:

Average 
value 

U.S. Dollar Assets ................................................. $20,000
U Assets ................................................................ U 5,000

(B) Z’s worldwide liabilities are also de-
nominated in U.S. Dollars and in U. The av-
erage interest rates on Z’s worldwide liabil-
ities, including those in the United States, 
are 6% on its U.S. dollar liabilities, and 12% 
on its liabilities denominated in U. Assume 
that Z has properly elected to use its actual 
ratio of 95% to determine its U.S.-connected 
liabilities in Step 2, and has also properly 
elected to use the separate currency pools 
method provided in paragraph (e) of this sec-
tion. 

(ii) Determination of interest expense. Z de-
termines the interest expense attributable to 
its U.S.-connected liabilities according to 
the steps described below. 

(A) First, Z separates its U.S. assets into 
two currency pools, one denominated in U.S. 
dollars ($20,000) and the other denominated 
in U (U5,000). 

(B) Second, Z multiplies each pool of assets 
by the applicable ratio of worldwide liabil-
ities to assets, which in this case is 95%. 
Thus, Z has U.S.-connected liabilities of 
$19,000 ($20,000 × 95%), and U4750 (U5000 × 
95%). 

(C) Third, Z calculates its interest expense 
by multiplying each pool of its U.S.-con-
nected liabilities by the relevant interest 
rates. Accordingly, Z’s allocable interest ex-
pense for the year is $1140 ($19,000 × 6%), the 
sum of the expense associated with its U.S. 
dollar liabilities, plus U570 (U4750 × 12%), the 
interest expense associated with its liabil-
ities denominated in U. Z must translate its 

VerDate Apr<17>2002 08:32 Apr 20, 2002 Jkt 197088 PO 00000 Frm 00409 Fmt 8010 Sfmt 8010 Y:\SGML\197088T.XXX pfrm12 PsN: 197088T



410

26 CFR Ch. I (4–1–02 Edition)§ 1.883–1

interest expense denominated in U in accord-
ance with the rules provided in section 988, 
and then must determine whether it is sub-
ject to any other provision of the Code that 
would disallow or defer any portion of its in-
terest expense so determined.

Example 2. [Reserved]

(f) Effective date—(1) General rule. 
This section is effective for taxable 
years beginning on or after June 6, 
1996. 

(2) Special rules for financial products. 
[Reserved] 

[T.D. 8658, 61 FR 9329, Mar. 8, 1996; 61 FR 
15891, Apr. 10, 1996]

§ 1.883–1 Exclusions from gross income 
of foreign corporations. 

(a) Earnings of foreign ships or air-
craft—(1) Basic rule. So much of the in-
come from sources within the United 
States of a foreign corporation as con-
sists of earnings derived from the oper-
ation of a ship or ships documented, or 
of aircraft registered, under the laws of 
a foreign country which grants an 
equivalent exemption to citizens of the 
United States nonresident in that for-
eign country and to corporations orga-
nized in the United States shall not be 
included in gross income. 

(2) Equivalent exemption—(i) Ships. A 
foreign country which either imposes 
no income tax, or, in imposing that 
tax, exempts from taxation so much of 
the income of a citizen of the United 
States nonresident in that foreign 
country and of a corporation organized 
in the United States as consists of 
earnings derived from the operation of 
a ship or ships documented under the 
laws of the United States is considered 
as granting an equivalent exemption 
for purposes of the exclusion from 
gross income of the earnings of a for-
eign ship or ships. 

(ii) Aircraft. A foreign country which 
either imposes no income tax, or, in 
imposing that tax, exempts from tax-
ation so much of the income of a cit-
izen of the United States nonresident 
in that foreign country and of a cor-
poration organized in the United 
States as consists of earnings derived 
from the operation of aircraft reg-
istered under the laws of the United 
States is considered as granting an 
equivalent exemption for purposes of 

the exclusion from gross income of the 
earnings of foreign aircraft. 

(b) Income tax conventions. Generally, 
income of any kind which is exempt, 
under the provisions of an income tax 
convention to which the United States 
is a party, from any tax imposed by 
subtitle A (relating to income taxes) is 
not included in the gross income of a 
foreign corporation. However, see para-
graph (a) of § 1.894–1 for certain excep-
tions to this rule. Income on any tax 
which imposed by such subtitle is lim-
ited by an income tax convention is in-
cluded in the gross income of a foreign 
corporation if it is not otherwise ex-
cluded from gross income. For the de-
termination of the tax when the tax-
payer has income upon which the tax is 
limited by an income tax convention, 
see § 1.871–12. 

(c) Other exclusions. Income which is 
from sources without the United 
States, as determined under the provi-
sions of sections 861 through 863 and 
the regulations thereunder, is not in-
cluded in the gross income of a foreign 
corporation unless such income is ef-
fectively connected for the taxable 
year with the conduct of a trade or 
business in the United States by that 
corporation. To determine specific ex-
clusions in the case of other items 
which are from sources within the 
United States, see the applicable sec-
tions of the Code. For special rules 
under a tax convention for determining 
the sources of income and for exclud-
ing, from gross income, income from 
sources without the United States 
which is effectively connected with the 
conduct of a trade or business in the 
United States, see the applicable tax 
convention. For determining which in-
come from sources without the United 
States is effectively connected with 
the conduct of a trade or business with-
in the United States see section 
864(c)(4) and § 1.864–5. 

(d) Effective date. This section applies 
for taxable years beginning after De-
cember 31, 1966. For corresponding 
rules applicable to taxable years begin-
ning before January 1, 1967, see 26 CFR 
1.883–1 (Revised as of January 1, 1971). 

[T.D. 6500, 25 FR 11910, Nov. 26, 1960, as 
amended by T.D. 7293, 38 FR 32799, Nov. 28, 
1973; 38 FR 34203, Dec. 12, 1973]
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